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LEGISLA  TIVE  AUDIT  DIVISION 

ACTUARIAL  REPORT 

PURPOSE 

This  actuarial  report,  prepared  by  Casualty  Actuarial  Consultants,  Inc.  (CACI) 

at  the  request  of  the  Legislative  Audit  Division  (LAD),  determines  whether  the  rates 

charged  by  the  State  Compensation  Insurance  Fund  (SCIF)  are  excessive,  inadequate, 

or   unfairly   discriminatory   in    accordance    with    Section    39-71-2362,    MCA    shown 

below. 

39-71-2362.  Authority  of  legislative  auditor  with  respect  to  state  fund.  The  legislative 
auditor  shall  review  rates  established  by  the  board  to  determine  if  the  rates  are  excessive,  inadequate, 
or  unfairly  discriminatory.    Each  year,  the  legislative  auditor  shall: 

(1)  Examine  the  state  fund  beginning  no  sooner  than  October  1  following  the  end  of  the  fiscal 
year,  and 

(2)  Report  the  findings  of  the  examination  and  rate  review  to  the  governor,  the  legislature, 
and  the  board  of  directors  of  the  state  fund. 

As  outlined  in  the  4/9/98  Request  for  Proposal,  the  purpose  of  this  report  is  to: 

A.  Review  the  data  used  in  the  ratesetting  process  and  the  process  for  setting  the 
overall  rate  level  and  rates  by  class  for  the  rates  effective  7/1/97. 

B.  Review  the  data  used  in  the  ratesetting  process  and  the  process  for  setting  the 
overall  rate  level  and  rates  by  class  for  the  rates  effective  7/1/98. 

C.  Comment  on  the  adequacy  of  the  procedures  used  by  SCIF's  consulting  actuary, 
Tillinghast-Towers  Perrin  (Tillinghast),  to  assess  the  validity  of  the  information 
obtained  from  the  SCIF  and  the  amount  of  reliance  placed  on  the  information. 

D.  Review  the  data  elements  used  by  Tillinghast  in  the  ratesetting  process  and  the 
estimation  of  claims  liability.  Rank  the  data  elements  used  by  the  actuary  in  terms 
of  the  risk  that  erroneous  data  could  materially  affect  the  rates  and  estimated 
claims  liability. 

E.  Assess  and  comment  on  the  reasonableness  of  the  data,  formulas,  and 
methodology  used  by  SCIF  in  its  claims  reservation  process.  Assess  and 
comment  on  the  reasonableness  of  the  amounts  estimated  by  Tillinghast  for  the 
SCIF's  claims  reserves  as  of  6/30/98. 
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FINDINGS 

To  determine  whether  the  rates  effective  llM^l  and  7/1/98  are  excessive, 
inadequate,  or  unfairly  discriminatory,  CACI  has  reviewed  the  overall  rate  level 
indication  in  addition  to  the  class  code  ratemaking.  A  review  of  the  overall  rate  level 
determines  whether  the  rates  are  excessive  or  inadequate.  It  is  important  that  the 
rates  are  adequate  to  fully  contain  expected  losses  and  expenses,  yet  not  be 
excessive.  A  review  of  the  class  code  ratemaking  determines  whether  rates  are 
unfairly  discriminatory  between  class  codes. 

OVERALL  RATE  LEVEL 

SCIF  relies  on  Tillinghast  to  provide  the  overall  rate  level  indication.  The 
overall  rate  level  indication  is  selected  by  SCIF's  Board  of  Directors.  Tillinghast's  rate 
level  indications  for  7/1/97-98  are  shown  below. 

ST  A  TE  COMPENSA  TION  INSURANCE  FUND 
RATE  LEVEL  INDICATION  FOR  7/1/97-98 


Assumed 
Investment 
Yield  on  Based  on  Contribution  to  Surplus  of  3.0%  of  Premium 


U/W  Cash 

Flow  Low  Best  High 

5.75%  -10.0%  -5.6%  -1.3% 
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The  Board  selected  a  manual  rate  change  of  -5.6%.  Similarly,  the  rate  level 
indications  for  7/1/98-99  are  shown  below  and  the  SCIF  Board  of  Directors  approved 
a  manual  rate  level  change  of  -3.0%. 

STA  TE  COMPENSA  TION  INSURANCE  FUND 
RATE  LEVEL  INDICATION  FOR  7/1/98-99 


Assumed 
Investment 
Yield  on  Based  on  Contribution  to  Surplus  of  4.0%  of  Premium 


U/W  Cash 

Flow  Low  Best  High 

5.75%  -11.3%  -6.3%  -1.4% 


Principle  4  of  the  "Statement  of  Principles  Regarding  Property  and  Casualty 
Insurance  Ratemaking"  adopted  by  the  Board  of  Directors  of  the  Casualty  Actuarial 
Society  (CAS)  May  1998,  states,  "A  rate  is  reasonable  and  not  excessive, 
inadequate,  or  unfairly  discriminatory  if  it  is  an  actuarially  sound  estimate  of  the 
expected  value  of  all  future  costs  associated  with  an  individual  risk  transfer".  Based 
on  a  review  of  the  actuarial  reports  prepared  by  Tillinghast,  CACI  believes  that  any 
rate  level  change  within  the  range  above  is  reasonable.  It  is  CACI's  opinion  that  the 
SCIF  uses  a  reasonable  approach  to  setting  rates  effective  7/1/97  and  7/1/98  and 
that  the  overall  rate  level  approved  by  the  Board  is  not  excessive  or  inadequate. 
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CLASS  CODE  RATEMAKING 

CACI  has  reviewed  the  FY98  and  FY99  class  code  ratemaking  methodology 
used  by  SCIF  as  outlined  in  the  Class  Code  Ratesetting  Process  manuals  provided 
by  SCIF.  The  methodology  is  compared  to  the  administrative  rules  and  is  found  to 
be  in  compliance  with  them.  The  methodology  used  follows  generally  accepted 
actuarial  principles.  CACI  is  impressed  with  the  thoroughness  of  the  process  and 
with  SCIF's  selection  of  ratemaking  methodologies.  Several  changes  in  the 
methods  from  prior  years  are  incorporated  in  the  FY98  and  FY99  procedures. 
These  include 

•  a  change  in  weights  assigned  to  experience  years, 

•  an  increase  in  the  loss  limit  for  FY98  and  a  change  to  a  loss  limit  table 
based  on  credibility  in  FY99, 

•  a   procedural  change  for  FY99  no  longer  requiring   board   approval  or 
actuarial  consulting  on  the  expected  loss  ratio, 

•  a  change  from  a  credibility  table  to  a  continuous  credibility  formula, 
plus  a  change  in  exponents  from  FY98  to  FY99, 

•  a  change  in  the  full  credibility  standard, 

•  a  change  in  the  aviation  codes  multiplier, 

•  a  change  in  the  stabilization  factor,  and 

•  a  change  in  the  minimum  percent  of  advisory  organization  rate  factor. 

With  the  exception  of  two  minor  practices,  CACI  finds  that  the  ratemaking 
process  produces  rates  that  are  not  unfairly  discriminatory.  The  preceding  changes 
are  in  keeping  with  the  overall  objectives  of  SCIF,  further  promote  equity  in  the 

September,  1998  ^ 

Casualtv^  Actuarial  Consultants.  Inc. 


I 


ratemaking  process,  and  follow  generally  accepted  actuarial  practices.  However, 
two  of  the  practices  may  be  unfairly  discriminatory  to  certain  classes:  the  change 
to  a  loss  limit  table  in  FY99  and  the  aviation  codes  multiplier  used  in  FY98. 

ESTIMATED  CLAIMS  LIABILITY  AS  OF  6/30/98 

SCIF  retains  Tiilinghast  to  provide  indications  of  the  required  reserve  as  of 
6/30/98.  This  indication  on  an  undiscounted  for  investment  income  basis  is  shown 
below. 

STA  TE  COM  PENS  A  TION  INSURANCE  FUND 

LOSS  AND  LAE  RESERVE  INDICATION  AS  OF  6/30/98 

(Undiscounted  for  Investment  Income) 

Low  Estimate  Best  Estimate  High  Estimate 

New  Fund  $287,384,000  $310,687,000  $333,991,000 

Old  Fund  179,759,000  194,401,000  208,916,000 

Based  on  preliminary  financial  statements  provided  by  SCIF,  it  appears  that  the 
undiscounted  best  estimate  shown  above  will  be  presented  for  both  funds.  As  of 
6/30/97,  Tillinghast's  best  estimate  reserve  was  presented  at  a  net  present  value  for 
the  New  Fund.  The  indemnity  reserves  were  discounted  at  an  annual  rate  of  4.0% 
per  annum  and  the  medical  reserves  were  not  discounted,  resulting  in  a  total  discount 
of  $29,525,000.  If  SCIF  presented  the  reserves  as  of  6/30/98  for  the  New  Fund  at 
a  net  present  value  equivalent  to  6/30/97,  the  discount  would  be  $25,912,000  and 
the  change  in  estimated  claims  liability  shown  on  the  income  statement  ended 
6/30/98  would  be  ($30,332,000)  instead  of  ($4,420,000). 
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Principles  1  and  2  of  the  "Statement  of  Principles  Regarding  Property  and 
Casualty  Loss  and  Loss  Adjustment  Expense  Reserves"  adopted  by  the  Board  of 
Directors  of  the  CAS  May  1  998,  states,  "An  actuarially  sound  loss  (loss  adjustment 
expense)  reserve  for  a  defined  group  of  claims  as  of  a  given  valuation  date  is  a 
provision,  based  on  estimates  derived  from  reasonable  assumptions  and  appropriate 
actuarial  methods,  for  the  unpaid  amount  required  to  settle  (investigate,  defend  and 
effect  the  settlement  of)  all  claims,  whether  reported  or  not,  for  which  liability  (loss 
adjustment  expense  liability)  exists  on  a  particular  accounting  date."  Based  on  a 
review  of  the  data,  formulas,  and  methodology  employed  in  the  6/30/98  actuarial 
report  prepared  by  Tillinghast,  CACI  believes  that  any  reserve  within  the  range  above 
is  reasonable.  CACI  believes  that  it  would  also  be  reasonable  for  the  SCIF  to  present 
their  reserves  on  a  net  present  value  basis.  In  addition,  it  is  CACI's  opinion  that  the 
data,  formulas,  and  methodology  employed  by  Tillinghast  are  reasonable. 

CHANGES  IN  ULTIMATE  INCURRED  LOSSES 

Tillinghast's  indications  for  both  the  rate  and  reserve  analyses  are  based  on 
estimates  of  the  ultimate  incurred  losses  of  the  prior  periods.  Due  to  significant 
operational  changes  and  changes  in  the  workers  compensation  market,  it  is  difficult 
to  accurately  estimate  the  ultimate  cost  of  claims  incurred  during  the  prior  periods. 
Shown  in  the  following  table  is  a  comparison  of  the  initial  estimate  of  ultimate 
incurred  losses  to  the  current  estimate  for  each  policy  period. 
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STA  TE  COMPENSA  TION  INSURANCE  FUND 

COMPARISON  OF  INITIAL  ESTIMATE  OF  ULTIMATE  INCURRED 
LOSSES  TO  CURRENT  ESTIMATE 


Initial 
Estimate  at 
Policy                   Current                the  End  of  the  Percent 

Period  Estimate*  Policy  Period*         Change Change 


7/1/90-91 

$117,545,000 

$     166,000,000 

$-   48,455,000 

-29.2% 

7/1/91-92 

118,720,000 

181,250,000 

-    62,530,000 

-34.5% 

7/1/92-93 

110,012,000 

185,000,000 

-    74,988,000 

-40.5% 

7/1/93-94 

106,454,000 

198,500,000 

-    92,046,000 

-46.4% 

7/1/94-95 

93,823,000 

154,950,000 

-   61,127,000 

-39.4% 

7/1/95-96 

75,798,000 

93,851,000 

-    18,053,000 

-19.2% 

7/1/96-97 

65,386,000 

74,503,315 

-      9,117,315 

-12.2% 

Total  $687,738,000        $1,054,054,315  $-366,316,315  -34.8% 

*     See  Exhibit  5  of  Tillinghast's  6/30/98  Reserve  Analysis. 

As  shown,  the  estimates  for  the  New  Fund  are  $366,000,000,  or  34.8%, 
lower.  Based  on  a  review  of  Tillinghast's  reports  and  discussions  with  Tillinghast, 
CACI  expects  the  ultimate  incurred  losses  are  more  likely  to  decrease  than  increase. 
However,  it  is  not  possible  to  quantify  the  amount.  Tillinghast  is  proactive  in 
adjusting  their  methodology  and  factors  to  reflect  Micro  Insurance  Reserving 
Analysis  (MIRA)  and  the  benefit  level  changes.  In  summary,  CACI  believes  the 
estimates  are  reasonable  based  upon  the  information  as  it  is  known  now. 

HISTORICAL  PROFITABILITY  ANALYSIS 

In  evaluating  the  current  reserve  and  rate  position  of  SCIF,  it  is  important  to 
review  the  actual  experience  by  policy  period  in  contrast  to  the  results  initially 
reported.    The  historical  profitability  analysis  contained  in  Table  1  is  based  upon  the 
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Table  1 

STA  TE  COMPENSA  TION  INSURANCE  FUND 

HISTORICAL  PROFITABILITY  ANALYSIS 
ESTIMATED  UNDERWRITING  INCOME 


ESTIMATED  UNDERWRITING  INCOME  (IN  THOUSANDS) 


Policy  Contributions/       Operating 

Period  Premiums^  Expenses^ 


Funds 

Available  for 

Claims 


Estimated 
Ultimate 
Incurred 
Losses* 


Estimated 

Underwriting 

Income 


Estimated 

Underwriting 

Income  as 

a  %  of 

Premium 


7/1/90-91 

$     102,454       ^ 

5,290 

$        97,164 

$     120,629 

$-    23,465 

-22.9% 

7/1/91-92 

126,765 

6,814 

119,951 

122,115 

-      2,164 

-    1.7% 

7/1/92-93 

169,993 

8,198 

161,795 

1  13,478 

48,317 

28.4% 

7/1/93-94 

181,944 

9,408 

172,536 

1  10,411 

62,125 

34.1% 

7/1/94-95 

153,712 

11,681 

142,031 

97,924 

44,107 

28.7% 

7/1/95-96 

114,978 

16,633 

98,345 

79,697 

18,648 

16.2% 

7/1/96-97 

88,488 

11,707 

76,781 

69,716 

7,065 

8.0% 

7/1/97-98 

76,733 

13,356 

63,377 

68,885 

-      5,508 

-   7.2% 

Total 


$1,015,067 


83,087       $     931,980       $     782,855 


$  149,125 


14.7% 


B.         ESTIMATED  UNDERWRITING  INCOME  PER  $100  PAYROLL 


Estimated 

Funds 

Ultimate 

Estimated 

Policy 

Contributions/ 

Operating 

Available  for 

Incurred 

Underwriting 

Payroll 

Period 

Premiums 
$3.90 

Expenses 
$0.20 

Claims 

Losses 

Income 

(100)* 

7/1/90-91 

$3.70 

$4.60 

$-0.90 

$26,240,205 

7/1/91-92 

4.47 

0.24 

4.23 

4.31 

-0.08 

28,364,053 

7/1/92-93 

5.73 

0.28 

5.45 

3.82 

1.63 

29,681,335 

7/1/93-94 

5.96 

0.31 

5.65 

3.61 

2.04 

30,542,742 

7/1/94-95 

5.63 

0.43 

5.20 

3.59 

1.61 

27,295,438 

7/1/95-96 

4.62 

0.67 

3.95 

3.20 

0.75 

24,871,366 

7/1/96-97 

3.72 

0.49 

3.23 

2.93 

0.30 

23,756,648 

7/1/97-98 

3.44 

0.60 

2.84 

3.09 

-0.25 

22,319,920 

#  As  reported  on  the  audited  financial  statements  and  the  unaudited  6/30/98  financial 
statements. 

*  Based  on  the  estimates  from  the  6/30/98  Reserve  Analysis  prepared  by  Tillinghast. 
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audited  and  preliminary  financial  statements  of  the  New  Fund  along  with  estimates 
from  the  6/30/98  actuarial  reserve  report  prepared  by  Tillinghast. 

In  Section  A  of  Table  1 ,  operating  expenses  are  subtracted  from  premium  to 
determine  the  funds  available  to  pay  claims  for  each  year.  These  amounts  are 
compared  to  the  6/30/98  estimate  of  ultimate  incurred  losses  to  estimate 
underwriting  income.  Note  that  the  New  Fund  appears  to  have  sustained 
underwriting  losses  in  each  of  the  first  two  policy  periods,  but  has  generated 
significant  underwriting  income  during  7/1/92-93  through  7/1/94-95. 

To  discover  the  source  of  the  change  in  income,  each  of  the  items  in  Section 
A  of  Table  1  is  divided  by  the  actual  payroll  paid  by  the  insureds  to  their  employees 
during  each  of  the  policy  periods.  These  amounts  are  expressed  in  Section  B  of 
Table  1  as  rates  per  $100  of  payroll. 

In  reviewing  these  figures,  it  becomes  clear  how  the  New  Fund's  income 
changed  so  dramatically.  The  premium  rate  received  per  $100  of  payroll  increased 
from  $3.90  in  7/1/90-91  to  $5.73  in  7/1/92-93.  At  the  same  time,  the  losses 
decreased  from  $4.60  to  $3.82.  Therefore,  the  deficit  of  $0.90  per  $100  of 
payroll  underwritten  improved  to  a  surplus  of  $1.63.  In  summary,  as  premium 
increased,  losses  decreased  and  underwriting  income  began  to  grow. 

This  result  was  not  obvious  during  the  time  that  it  occurred  due  to  evolving 
loss  trends  discussed  in  the  Background  section  of  this  report.  In  Figure  1,  the 
amounts  from  Section  A  are  graphed  along  with  the  initial  estimates  of  ultimate 
losses.      This   graph    shows   that   at  the   end   of   each   year,    deficits   appeared   to 


September,  1998  ^ 

Casualtv^  Actuarial  Consultants.  Inc. 


in 


Figure  1 
STA  TE  COM  PEN  SA  TION  INSURANCE  FUND 

HISTORICAL  PROFITABILITY  ANALYSIS 

(Excluding  Investment  Inconne*) 
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□  Initial  Est.  Ult.  Losses**  □Operating  Expenses 
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7/1/91-92  7/1/93-94  7/1/95-96  7/1/97-98 

Policy  Period 


*    Both  investment  income  earned  to  date  as  well  as  anticipated  on  the  loss  reserves  (discount). 
•*  The  estimate  at  the  end  of  the  policy  period. 
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continue.  However,  by  7/1/94-95,  the  perceived  underwriting  loss  narrowed  such 
that  SCIF  could  reduce  its  rates. 

In  recent  years,  rates  have  been  reduced  to  the  point  that  it  currently  appears 
that  7/1/97-98  will  incur  an  underwriting  loss.  Based  upon  the  reserve  reductions 
of  the  past,  it  is  possible  that  the  experience  of  this  period  may  ultimately  prove  to 
be  breakeven  or  profitable. 

In  Section  A  of  Table  2,  the  second  source  of  income  to  the  program, 
investment  income,  is  considered.  It  is  important  to  discuss  investment  income  as 
Section  39-71-2330,  MCA  requires  that  "Rates  must  be  set  at  amounts  sufficient, 
when  invested,  to  carry  the  estimated  cost  of  all  claims  to  maturity,  to  meet  the 
reasonable  expenses  of  conducting  the  business  of  the  state  fund."  In  Appendix  A, 
the  investment  income  earned  during  each  policy  period  is  allocated  to  the  policy 
period  from  which  the  invested  funds  originated.  In  other  words,  the  investment 
income  earned  during  the  first  year  of  the  New  Fund  was  derived  from  monies 
received  during  the  first  policy  period.  However,  the  investment  income  earned 
during  the  second  policy  period  came  from  monies  received  during  both  the  first 
and  second  policy  periods.  The  allocation  procedure  matches  the  investment 
income  earned  in  the  period  to  the  funds  that  generated  the  income. 

The  estimated  underwriting  income  is  added  to  the  allocated  investment 
income  to  estimate  the  net  income,  the  current  evaluation  of  the  relative  income  or 
loss  from  each  year.  Note  that  after  investment  income,  the  loss  from  the  second 
policy  period  is  erased  and  the  loss  from  the  first  period  is  substantially  reduced. 
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Table  2 

STA  TE  COMPENSA  TION  INSURANCE  FUND 

HISTORICAL  PROFITABILITY  ANALYSIS 
ESTIMATED  NET  INCOME 


ESTIMATED  NET  INCOME  (IN  THOUSANDS,  UNDISCOUNTED  FOR  INVESTMENT  INCOME) 


Policy 

Period 


7/1/90-91 
7/1/91-92 
7/1/92-93 
7/1/93-94 
7/1/94-95 
7/1/95-96 
7/1/96-97 
7/1/97-98 

Total 


Estimated 

Underwriting 

Income 

$-   23,465 

-  2,164 
48,317 
62,125 
44,107 
18,648 

7,065 

-  5,508 

$  149,125 


Allocated 

Investment 

and  Other 

lncome@ 

$  18,706 
24,288 
40,460 
39,888 
27,162 
13,328 

6,622 

1,914 

$     172,368 

Transfers  to  Old  Fund# 
Estimated  Retained  Earnings 


Estimated 
Net  Income 


$-      4,759 

22,124 

88,777 

102,013 

71,269 

31,976 

13,687 

-      3,594 

$  321,493 

186,143 

$  135,350 


ESTIMATED  NET  INCOME  PER  $100  PAYROLL 


Policy 

Period 


7/1/90-91 
7/1/91-92 
7/1/92-93 
7/1/93-94 
7/1/94-95 
7/1/95-96 
7/1/96-97 


Estimated 

Underwriting 

Income 

$-0.90 
-0.08 
1.63 
2.04 
1.61 
0.75 
0.30 


Investment 

and  Other 

Income 

$0.71 

0.86 

1.36 

1.31 

1.00 

0.54 

0.28 

Estimated 
Net  Income 

$-0.19 
0.78 
2.99 
3.35 
2.61 
1.29 
0.58 


@     See  the  Appendix.    These  amounts  exclude  the  anticipated  investment  income  on  the 

loss  reserves. 
#     As  reported  on  the  audited  financial  statements  and  the  unaudited  6/30/98  financial 

statements. 
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The  7/1/97-98  period  stands  as  a  loss,  but  that  will  probably  change  as  more 
investment  income  is  received  and  credited  to  that  year. 

Based  upon  the  investment  history  of  SCIF,  it  appears  that  the  7/1/97-98 
period  will  eventually  be  credited  with  approximately  $20  million  of  investment 
income.  If  this  occurs,  the  year  will  record  positive  net  income  of  approximately 
$16,000,000,  even  if  the  loss  estimate  is  unchanged.  Of  course,  the  income  will 
also  increase  if  the  loss  estimate  decreases. 

Regarding  losses,  the  current  estimates  indicate  that  the  rate  of  loss  per 
$100  of  payroll  has  decreased  for  the  New  Fund  from  $4.60  in  the  first  year  to 
$3.09  in  7/1/97-98.  This  is  a  decrease  in  the  rate  of  loss  as  opposed  to  a  decrease 
in  the  estimate  of  loss  for  each  year.  The  rate  also  appears  to  have  changed 
minimally  for  the  last  three  policy  periods.  Therefore,  CACI  believes  that  the 
actuarial  methods  are  reflecting  the  experience  of  SCIF  and  that  current  estimates 
will  not  decrease  as  much  as  prior  estimates.  The  underwriting  income  per  $100 
payroll  is  graphically  illustrated  in  Figure  2. 

Given  that  SCIF  is  close  to  underwriting  breakeven,  future  rate  changes  will 
need  to  rely  on  investment  income  to  cover  losses  and  expenses.  Tillinghast's  rate 
level  indication  of  -6.3%  for  7/1/98-99  assumes  investment  income  of  5.75%  per 
annum.  In  summary,  this  indication  seems  reasonable  based  on  the  historical 
profitability  analysis. 
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Figure  2 
STA  TE  COMPENSA  TION  INSURANCE  FUND 

HISTORICAL  PROFITABILITY  ANALYSIS  PER  $100  PAYROLL 

(Excluding  Investment  Income*) 


7.00 


6.00 


□  Est.  Ult.  Losses  nQperating  Expenses  — Earned  Premium 
$  per  $100  Payroll 


5.96 
5-^3  J  I    5.63 


5.00        4  ^^ 


4.00 


3.00 


2.00 


1.00 


0.00 

7/1/90-91  7/1/92-93  7/1/94-95  7/1/96-97 

7/1/91  92  7/1/93  94  7/1/95  96  7/1/97  98 

Policy  Period 
Both  investment  income  earned  to  date  as  well  as  anticipated  on  the  loss  reserves  (discount). 


September,  1998  14 

Casualty  Actuarial  Consultants,  Inc. 


SURPLUS  AS  A  PERCENT  OF  PREMIUM 

Section  39-71-2330,  MCA  requires  estimated  surplus  as  a  percentage  of 
annual  premium  to  be  25%  by  the  year  2003.  Shown  below  is  this  ratio  by  fiscal 
year.  As  shown,  the  ratio  has  exceeded  25%  since  fiscal  year  95.  The  insurance 
industry  average  is  approximately  100%  and  the  desired  ratio  is  about  50%. 

STA  TE  COMPENSA  TION  INSURANCE  FUND 
ESTIMATED  SURPLUS  AS  A  PERCENT  OF  ANNUAL  PREMIUM  (NEW  FUND) 


Annual 

Surplus  as  a 

Fiscal 

Surplus* 

Premium* 

Percent  of 

Year 

(1000) 

(1000) 

Premium 

91 

$-      9,309 

$102,454 

-      9.1% 

92 

-    54,249 

126,765 

-   42.8% 

93 

-   37,627 

169,993 

-   22.1% 

94 

-      5,776 

181,944 

-      3.2% 

95 

58,013 

153,712 

37.7% 

96 

219,834 

114,978 

191.2% 

97 

159,426 

88,488 

180.2% 

98 

132,247 

76,733 

172.3% 

*      As  reported  on  the  prior  audited  and  preliminary  6/30/98 
financial  statements. 
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BACKGROUND 

Since  the  inception  of  the  New  Fund  7/1/90,  significant  changes  have 
occurred  in  workers  compensation  benefits  in  Montana  as  well  as  in  the  operations  of 
SCIF.    These  changes  are  discussed  in  this  section. 

BENEFIT  LEVEL  CHANGES 

Even  though  the  Montana  legislature  does  not  meet  in  even  years,  significant 

workers  compensation  reforms  have  been  implemented  in  each  session  during  the 

1990s.     Some  reforms  not  only  change  how  much  money  a  particular  accident  will 

cost,  but  they  also  change  when  the  money  is  paid.    Actuaries  depend  upon  some 

level  of  consistency  with  regard  to  the  incurred  and  paid  loss  development  histories. 

According   to   Tillinghast,    the    benefit    level    changes    effective    7/1/91    and    7/1/95 

impacted  the  rate  of  payment  of  claims.    The  benefit  level  changes  are  summarized 

below. 

•  7/1/91  Reduced  the  overall  permanent  partial  award  from  500  to  350  weeks 
and  access  to  rehabilitation  was  expanded.  Tillinghast  has  estimated 
the  effect  of  this  change  to  be  +7%  medical  and  -10%  indemnity 
based  on  SCIF  experience. 

•  7/1/93      Authorized  the  use  of  managed  care  techniques. 

•  7/1/95      Significantly  reduced  permanent  partial  awards.    Tillinghast  has  utilized 

an  estimated  24%  reduction  in  indemnity  losses. 

•  7/1/97       Clarified     the     7/1/95     benefit     reductions     and     minor     increase     in 

rehabilitation  benefits. 

Changes  in  workers  compensation  benefits  due  to  legislative  action  often  are 
difficult  to  quantify.     The  National  Council  on  Compensation  Insurance,  Inc.   (NCCI) 
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estimates  the  impact  of  changes  in  benefits  on  losses.  However,  until  several  years 
have  passed,  these  estimates  cannot  be  validated.  For  example,  the  NCCI  quantified 
the  impact  of  the  7/1/91  change  to  increase  medical  losses  0%  and  indemnity 
benefits  4%.  Subsequently,  Tillinghast  has  quantified  this  impact  to  be  +7%  for 
medical  and  -10%  for  indemnity  based  on  SCIF  losses  incurred  subsequent  to 
7/1/91. 

MIRA 

SCIF  went  on-line  with  MIRA  in  May  1995.  MIRA  is  an  automated  case 
reserving  system  that  typically  has  a  significant  strengthening  impact  on  reserves. 
For  SCIF,  the  initial  case  reserve  adequacy  improved  28%. 

MIRA  tends  to  produce  reserves  that  are  close  to  ultimate  values  sooner  than 
most  case  adjusters.  The  adoption  of  MIRA  could  potentially  distort  the  results 
obtained  from  traditional  incurred  loss  development  methods  used  by  actuaries.  If 
incurred  loss  development  factors  based  on  pre-MIRA  experience  are  applied  to 
post-MIRA  incurred  losses,  the  results  will  be  a  significant  over-estimation  of 
ultimate  losses. 

CLAIMS  PER  ADJUSTER 

It  Is  CACI's  understanding  that  the  case  load  per  adjuster  has  decreased  over 
the  last  several  years.  Typically,  lower  case  loads  allow  adjusters  to  spend  more 
time  reviewing  claims  and  tends  to  produce  more  adequate  reserves,  yet  reduces 
the  ultimate  cost.    Similar  to  the  impact  discussed  for  MIRA,  lower  case  loads  could 
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potentially  distort  the  results  from  traditional  incurred  loss  development  methods. 
However,  the  impact  should  not  be  as  significant  as  MIRA's. 

NATIONAL  WORKERS  COMPENSATION  TRENDS 

During  the  1980s,  national  workers  compensation  costs  inflated  at  almost 
10%  per  annum.  This  compounded  annual  rate  caused  the  economics  of  the 
system,  as  measured  by  the  relationship  between  premiums  and  costs,  to  become 
out  of  balance.  The  NCCI  has  measured  that  indemnity  costs  during  the  decade 
inflated  at  a  rate  of  8%  per  annum  and  medical  costs  inflated  at  a  rate  of  12%  per 
annum. 

However,  starting  in  1990,  it  appears  that  inflation  in  indemnity  claims 
ended.  The  average  indemnity  loss  is  the  same  or  less  in  1996  as  in  1990.  The 
average  medical  loss  has  inflated  at  a  rate  of  only  4%  per  annum.  Therefore,  any 
actuarial  ratemaking  or  loss  reserving  technique  that  depends  upon  an  estimate  of 
inflation  was  overstated  in  the  early  1  990s  because  of  this  phenomenon. 

The  decade  of  the  nineties  has  been  one  of  stable  growth  and  low 
unemployment.  There  has  been  little  reason  for  employees  to  fear  for  their 
positions  and  to  seek  to  use  the  workers  compensation  system  for  supplemental 
unemployment.  The  general  experience  of  the  insurance  industry  in  this  regard  has 
been  quite  positive.  Workers  compensation  was  the  most  profitable  line  of 
business  during  the  1994  through  1996  period.  How  much  Montana,  and 
specifically  the  SCIF,  has  been  impacted  by  these  favorable  trends  is  a  question. 
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However,  competition  is  reducing  profits  in  this  line.  The  NCCI  recently 
revised  its  estimate  of  the  national  combined  ratio  (losses  plus  expenses  divided  by 
premium)  for  workers  compensation  for  1997  from  110%  to  115%.  Historically, 
combined  ratios  above  113%  are  unprofitable  for  the  industry,  even  after 
considering  investment  income.  Therefore,  the  future  profitability  of  this  line  of 
insurance  is  extremely  cloudy.  If  the  economy  were  to  suffer  a  downturn,  there 
could  be  an  increase  in  claims.  The  inflation  rate  might  also  increase.  Finally,  the 
recent  reverses  in  the  stock  market  might  cause  the  insurance  industry  to 
reevaluate  its  aggressive  underwriting  position  for  workers  compensation.  All  of 
these  factors  may  impact  the  SCIF's  future  pricing  decisions. 

Any  one  of  these  changes  discussed  above  makes  it  difficult  for  an  actuary 
to  interpret  trends  and  to  forecast  ultimate  incurred  losses  for  prior  periods  as  well 
as  an  adequate  rate  level.  The  compounding  effect  of  these  changes  makes  it 
extraordinarily  difficult. 
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ANALYSIS 

To  conduct  this  review,  CACI  met  or  talked  with  representatives  of  LAD, 
SCIF,  and  Tillinghast.  The  Rate  Level  Analyses  for  7/1/97-98  and  7/1/98-99 
prepared  by  Tillinghast  have  been  reviewed  as  well  as  their  1  2/97  letter  estimating 
the  charge  for  employers  liability.  CACI  has  reviewed  SCIF's  1997  and  1998 
Strategic  Business  Plans;  Outlines  of  Legislation  Enacted  for  1991,  1993,  1995, 
and  1997;  Class  Code  Ratesetting  Process  for  FY98  and  FY99;  regulations 
provided  by  LAD  in  the  RFP;  and  Claims  Statistics  provided  by  SCIF's  Claims 
Department.  Audited  as  of  6/30/91  through  6/30/97  and  preliminary  6/30/98 
financial  statements  provided  by  LAD  have  been  reviewed  in  addition  to  prior 
actuarial  reports  prepared  by  Ernst  &  Young  in  1994  and  Western  Actuarial 
Services,  Inc.  in  1996. 

OVERALL  RATE  LEVEL  EFFECTIVE  7/1/97  AND  7/1/98 

The  analyses  for  the  overall  rate  levels  effective  7/1/97  and  7/1/98  are 
discussed  together  since  the  approach  used  by  Tillinghast  for  each  are  essentially 
the  same.  Tillinghast  uses  generally  accepted  actuarial  techniques  to  calculate  the 
indicated  rate  level  for  7/1/97  and  7/1/98.  Tillinghast  divides  estimates  of  ultimate 
incurred  losses  for  the  prior  periods  by  premium  to  calculate  loss  ratios  for  prior 
periods.  These  loss  ratios  are  adjusted  for  changes  in  benefit  levels,  inflation,  mix 
of  business,  exposure,  and  rate  level  as  well  as  econometric  effects  and  compared 
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to  the  permissible  loss  ratio  (the  expected  expense  ratio  subtracted  from  unity)  to 
calculate  the  indicated  change. 

To  estimate  the  ultimate  incurred  losses  of  the  prior  periods,  several  methods 
are  typically  employed  by  actuaries.  The  most  common  actuarial  method,  incurred 
loss  development,  relies  on  consistency  in  reserving.  Due  to  the  implementation  of 
MIRA,  this  assumption  is  violated  and  Tillinghast  does  not  utilize  this  approach.  For 
changes  in  reserving  patterns,  actuarial  literature  suggests  using  the  Berquist- 
Sherman  technique  to  restate  the  incurred  development  patterns  at  the  current  level 
of  reserving.  In  addition  to  using  the  Berquist-Sherman  approach,  Tillinghast  has 
devised  a  unique  approach  specifically  for  MIRA  called  the  adjusted  case  reserve 
method.  Based  on  Tillinghast's  experience  with  MIRA,  this  method  assumes  that 
reported  claims  are  adjusted  to  an  ultimate  basis.  Tillinghast  then  makes  a 
provision  for  unreported  claims,  changes  in  disability  type,  and  medical  inflation. 
Neither  MIRA  nor  Tillinghast  make  a  provision  for  future  reopening  and  according  to 
Tillinghast,  MIRA  may  not  be  particularly  effective  in  estimating  reserves  for  large 
claims. 

The  second  most  utilized  method,  paid  loss  development,  is  dependent  on 
consistency  in  settlement  patterns.  Due  to  changes  in  benefit  structures  in  1991 
and  1995,  this  assumption  is  not  valid.  Tillinghast  has  adjusted  their  development 
factors  based  on  experience  prior  to  the  changes  as  well  as  making  some 
innovative  adjustments  to  minimize  their  impact. 

The  remaining  methods,  the  frequency-severity  and  Bornhuetter-Ferguson, 
are  essentially  a  blending  of  the  other  methods. 
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To  test  the  reasonability  of  the  estimates  of  ultimate  incurred  losses,  CACI 
has  reviewed  ratios  of  paid  losses  to  incurred  losses,  paid  losses  to  estimated 
ultimate  incurred  losses,  and  closed  claims  to  estimated  ultimate  claim  counts; 
changes  in  estimates  of  ultimate  incurred  losses  over  time;  and  average  paid, 
incurred,  and  estimated  ultimate  incurred  severities.  CACI  believes  that  the 
estimates  selected  by  Tillinghast  are  reasonable.  As  discussed  in  the  Findings 
section,  CACI  recognizes  the  significant  decrease  in  ultimate  losses  and  expects 
that  the  ultimate  losses  will  continue  to  decline.  Given  the  changes  in  benefit  levels 
and  reserving,  it  is  difficult  to  estimate  ultimate  incurred  losses.  However, 
Tillinghast  has  been  proactive  in  deciphering  these  influences  and  minimizing  their 
impact  on  the  estimates. 

CACI  has  the  following  suggestions: 

•  Make  a  provision  for  future  reopening  in  the  adjusted  case  reserve  method. 

•  Review  development  of  losses   $250,000  and  greater  and  make  a  provision  in 
the  adjusted  case  reserve  method  for  these  losses,  if  necessary. 

RATES  BY  CLASS  CODE  EFFECTIVE  7/1/97  AND  7/1/98 

The  analyses  for  the  class  code  ratemaking  processes  effective  7/1/97 
(FY98)  and  7/1/98  (FY99)  are  discussed  together  since  the  approaches  used  by 
SCIF  are  similar.  Material  differences  are  discussed.  CACI  compared  the  processes 
for  both  years  to  Attachments  5  and  6  of  the  RFP  and  found  that  the  procedures 
complied    with    the    rules.       The    methodology    used    follows    generally    accepted 
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actuarial  principles.     CACI  is  impressed  with  the  thoroughness  of  the  process  and 
with  SCIF's  selection  of  ratemaking  methodologies. 

CACI  finds  that  the  ratemaking  process  produces  rates  that  are  not  unfairly 
discriminatory  with  the  exception  of  two  minor  practices.  The  sections  below 
provide  comments  on  the  methodology  and  changes  from  prior  years  as  well  as  a 
discussion  of  the  practices  that  may  be  construed  as  unfairly  discriminatory  to 
certain  classes. 

WEIGHTS  OF  EXPERIENCE  YEARS 

The  weights  given  to  the  five  experience  years  are  changed  from 
10/11/12/33/34  for  FY97  to  10/15/25/25/25  for  FY98  and  FY99.  CACI  agrees 
with  SCIF's  decision  to  shift  from  an  emphasis  on  the  two  most  recent  years  to  an 
equal  emphasis  on  the  three  most  recent  years.  This  change  is  reasonable  and  not 
unfairly  discriminatory  since  it  affects  all  classes  similarly. 

EXPECTED  LOSS  RATIO 

The  procedure  regarding  the  expected  loss  ratio  to  be  used  in  determining  a 
class's  credibility  is  changed  in  that  board  approval  and  consultation  with  an 
actuary  are  no  longer  required  in  FY99.  However,  SCIF  does  consult  with  its 
actuary  on  a  regular  basis  on  this  selection.  CACI  believes  it  may  be  advisable  to 
continue  to  consult  with  an  actuary  on  the  selection  of  the  expected  loss  ratio.  The 
selected  loss  ratio  determines  whether  classes  are  more  or  less  credible  in  a 
particular  year.    Thus,  the  ratio  should  be  examined  by  an  actuary  to  determine  that 
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premium  and  loss  changes  are  properly  reflected  to  ensure  equity  between  rating 
periods. 

LARGE  LOSS  LIMIT 

The  large  loss  limit  is  changed  from  $300,000  for  FY97  to  $400,000  for 
FY98  to  a  table  based  on  credibility  in  FY99.  CACI  agrees  with  SCIF's  decision  to 
increase  the  large  loss  limit  to  $400,000  for  FY98.  The  FY98  limit  is  roughly  equal 
to  the  NCCI  limit  of  $421,000  and  allows  for  equitable  comparison  of  the  SCIF 
experience  rates  and  NCCI  rate  relativities. 

For  FY99,  SCIF  has  proposed  a  table  of  large  loss  limits  ranging  from 
$100,000  for  low  credibility  classes  to  $475,000  for  mid  to  high  credibility 
classes.  "The  purpose  for  the  lower  large  loss  limit  at  low  credibility  levels  is  to 
mitigate  the  influence  of  a  single  catastrophic  loss  which  can  cause  unjustifiably 
high  rates  for  such  classifications"  (Chapter  IV,  p.  17).  CACI  believes  this 
adjustment  is  unfairly  discriminatory  to  higher  credibility  classes  and  is  not  an 
appropriate  solution  to  the  problem  of  single  catastrophic  losses  for  low  credibility 
classes. 

First,  the  effect  of  credibility  weighting  is  compounded  by  this  change.  A 
low  credibility  class  not  only  receives  credit  for  more  of  its  severe  losses,  but  less 
emphasis  is  also  placed  on  the  past  experience  through  the  low  credibility  factor. 
The  purpose  of  the  large  loss  limit  table  is  mitigate  the  effect  of  "freak"  losses. 
However,  this  is  also  the  purpose  of  credibility  weighting.    To  use  both  is  unfairly 
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discriminatory    to    the    higher    credibility    classes    since    the    excess    amounts    are 
redistributed  to  other  classes. 

Second,  the  experience  rates  are  now  less  comparable  to  NCCI  rates  since 
the  NCCI  limits  large  losses  for  all  classes  to  $478,000.  "Since  rates  for  low 
credibility  classifications  are  primarily  determined  by  NCCI  loss-costs,  it  is  less 
important  that  the  large  loss  limit  applied  to  State  Fund  experience  rates  be 
comparable  to  the  NCCI  selection"  (Chapter  IV,  p.  19).  While  CACI  agrees  with 
this  statement,  an  inadequacy  in  the  credibility  weighted  rate  does  result  from  this 
procedure. 

Based    on   the    NCCI    published    loss    elimination    ratios    for    Montana    (NCCI 
Retrospective   Rating  Plan   Manual,   Hazard  Group   I,   5/98),   26.5%   of  losses  are 
eliminated  by  reducing  the  loss  limit  from  $500,000  to  $100,000.    For  a  class  with 
0.10  credibility,   if  the   NCCI   rate  is   26.5%   higher  than  the   experience   rate  due 
solely  to  the  different  loss  limits,  then  the  credibility  weighted  rate  is  understated: 
CWR    =  0.10  X  +  (0.90)1.265  X 
=   1.2385  X 
The  credibility  weighted   rate  for  the  class   would   be   2.1%    (1.2385/1.265   -    1) 
lower  than  it  should  be.    This  inadequacy  increases  as  the  credibility  increases  or  if 
the  class  is  more  hazardous  (i.e.  Hazard  Group  IV).    The  inadequacy,  in  addition  to 
the  reallocated  excess  losses,  is  passed  on  to  the  higher  credibility  classes. 

In  a  September  3,  1998  letter  to  CACI  from  SCIF,  a  comparison  of  rates 
calculated  using  the  large  loss  limit  table  and  the  $475,000  limit  is  provided.  Rate 
indications  for  46  class  codes  fall  from  an  average  of  1 17%  of  NCCI  rates  to  109% 
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of  NCCI  rates  when  the  large  loss  limit  table  is  used.  Five  of  the  46  classes  fall 
below  NCCI  rates.  CACl  believes  these  results  show  that  the  large  loss  limit  table 
is  not  significantly  effective  in  mitigating  single  catastrophic  losses  for  classes  with 
low  credibility.  This  problem  is  more  adequately  handled  through  the  adjustment  of 
the  experience  year  weights,  the  stabilization  factor,  and  the  swing  limits. 

ADJUSTMENTS  TO  PAYROLL 

CACl  agrees  with  SCIF's  decision  to  make  no  changes  to  payroll,  but  feels 
this  process  should  continue  to  be  examined  annually.  As  noted  in  the  procedure, 
there  are  cases  which  would  necessitate  the  use  of  such  adjustments. 

CONSTRUCTION  CREDITS 

As  the  calculation  of  construction  credits  is  not  described  in  the  procedure 
manuals,  CACl  cannot  comment  on  the  methods  used.  However,  CACl  does 
recommend  that  the  factors  be  examined  annually  to  ensure  that  the  credits  allowed 
are  actuarially  justified. 

CREDIBILITY 

The  calculation  of  credibility  factors  is  changed  from  a  table  in  FY97  to  a 
continuous  formula  in  FY98.  CACl  believes  this  change  is  more  equitable  to  the 
classes  since  classes  of  different  sizes  are  no  longer  assigned  the  same  credibility. 
The  formula  used  is 

credibility  =  (expected  losses  /  full  credibility)  " 
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where  n  =  0.5.  The  NCCI  uses  a  similar  formula;  however,  n  =  2/3.  Using  0.5 
gives  higher  credibility  to  each  class  than  the  NCCI  formula  would.  For  FY99,  SCIF 
proposes  to  continue  using  the  formula  above,  but  to  change  to  n  =  0.6.  CACI 
agrees  with  the  reasons  stated  for  this  change. 

For  FY98,  SCIF's  consulting  actuary  recommended  a  change  in  the  full 
credibility  criterion  from  $720,000  to  $3.5  million  qualified  with  the  following 
statement: 

"...the  treatment  of  credibility  cannot  be  isolated  from  consideration  of  the 

characteristics  of  the  components  which  receive  the  rest  of  the  weight"  (May 

2,  1996). 
SCIF  selected  $1.5  million  for  FY98  and  CACI  supports  its  decision  to  increase  this 
threshold.  CACI  also  believes  that  it  is  important  to  consider  the  number  of  fully 
credible  classes  SCIF  would  have  if  the  threshold  is  raised  further.  For  FY99,  SCIF 
proposes  to  use  $1.5  million  again.  However,  a  study  of  the  threshold  is  planned  in 
the  next  three  to  five  years  based  on  actual  experience.  CACI  supports  this  analysis. 
CACI  also  recommends  that  the  threshold  be  adjusted  annually  for  changes  in  loss 
trend.  Such  changes  in  the  threshold  are  not  unfairly  discriminatory  as  they  affect  all 
classes  similarly. 

NCCI  LOSS  COST  FILING 

CACI  agrees  with  SCIF's  recommendation  to  continue  to  use  prospective  NCCI 
loss  cost  filings  for  rate  relativities  in  credibility  weighting  experience  rates. 
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j  ON-LEVEL  ADJUSTMENTS  TO  LOSSES 

Each  of  the  adjustments  made  to  losses,  payroll  trend,  severity  trend,  benefit 
level   change,    and   incurred   loss   development,    are   in    accordance   with    generally 
I  accepted  actuarial  practices.     Because  the  same  factors  are  applied  to  each  class 

^  code,  CACI  believes  the  adjustments  are  reasonable  and  not  unfairly  discriminatory. 

I  SUBSTITUTE  RATES 

I  CACI  believes  that  the  practice  of  using  substitute  rates  for  certain  classes 

helps  to  ensure  that  the  use  of  NCCI  rates  is  not  unfairly  discriminatory.  Because  the 
decision  to  substitute  the  NCCI  rate  is  made  on  a  case  by  case  basis  and  reasons  for 
the  substitutions  are  justified  in  cases  in  which  the  NCCI  rate  is  not  appropriate, 
CACI  believes  that  this  practice  is  not  unfairly  discriminatory. 

MISCELLANEOUS  EXCEPTIONS 

Several  classes  are  combined  for  the  purposes  of  ratemaking  for  reasons  with 
which  CACI  agrees.  However,  for  a  group  of  aviation  classes,  rates  are  developed 
individually  and  then  modified  based  on  combined  information.  CACI  believes  this 
adjustment,  called  the  aviation  multiplier,  is  unfairly  discriminatory  to  these  classes. 

In  the  procedure  for  FY99,  it  is  explained  that  the  reason  for  the  aviation 
multiplier  is  that  SCIF's  system  cannot  track  seat  charges  as  used  by  the  NCCI  (this 
explanation  did  not  appear  in  the  FY98  procedure  manual).  The  aviation  multiplier  is 
reduced  from  1.15  for  FY98  to  1.01  for  FY99.  Thus  the  aviation  multiplier  is  not 
used  in  FY99.     It  appears  that  SCIF  will  discontinue  use  of  this  multiplier  once  its 
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system  can  track  seat  charges  instead.  CACI  agrees  with  the  recommendations  in 
the  FY99  procedures  manual. 

The  purpose  of  the  NCCI  seat  charge  is  to  reflect  the  relationship  between 
aviation  losses  and  the  number  of  passengers  on  an  aircraft.  In  this  situation,  payroll 
is  not  a  completely  adequate  exposure  base.  The  intended  effect  of  the  aviation 
multiplier  is  to  increase  the  rate  of  each  of  eleven  aviation  classes  by  the  same 
percent  to  allocate  the  increase  in  exposure.  However,  the  increase  is  unfairly 
allocated  to  each  class  of  aviation  regardless  of  the  size  of  the  aircraft  in  question. 
Thus,  the  rate  for  a  one  passenger  aircraft  is  increased  the  same  as  a  multi-passenger 
aircraft. 

It  is  also  important  to  note  that  because  the  multiplier  is  calculated  by  using 
the  combined  credibility  of  all  eleven  classes,  producing  a  multiplier  greater  than  one 
is  solely  dependent  on  the  experience  in  Montana  being  greater  than  that  of  the 
NCCI.  If  Montana  were  to  have  better  loss  experience  in  its  aviation  class  codes  than 
the  overall  NCCI  experience,  the  multiplier  calculated  would  be  less  than  one  and  not 
adequately  charge  any  classes  for  the  increased  exposure  due  to  more  passengers  on 
an  aircraft.  As  is  the  case  in  FY99,  the  multiplier  calculated  approaches  1.00  and  is 
not  used  at  all.  It  is  CACI's  recommendation  that  until  the  seat  exposure  can  be 
properly  accounted  for,  no  further  adjustment  be  made  to  the  aviation  classes. 
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STABILIZATION  FACTOR 

CACI  agrees  with  the  reasons  stated  for  changing  to  a  stabilization  factor  of 
1 .00  for  FY98  and  0.85  for  FY99.  This  practice  is  not  unfairly  discriminatory  since  it 
affects  ail  classes  similarly. 

MINIMUM  PERCENT  OF  ADVISORY  ORGANIZATON  RATES  FACTOR 

The  procedure  of  setting  rates  within  a  range  of  the  advisory  organization  rates 
is  discontinued  for  FY98  and  FY99.  Thus,  CACI  has  not  examined  the  effect  of  this 
procedure  on  the  ratemaking  process. 

SWING  LIMITS 

It  is  a  generally  accepted  actuarial  practice  to  apply  swing  limits  when  setting 
rates  by  class  to  prevent  large  fluctuations  from  year  to  year.  CACI  finds  the  swing 
limits  used  by  SCIF  to  be  reasonable  and  unfairly  discriminatory. 

ADEQUACY  OF  TILLINGHAST'S  PROCEDURES 

LAD  requested  that  CACI  comment  on  the  adequacy  of  procedures  used  by 
Tillinghast  to  assess  the  validity  of  information  obtained  from  SCIF  and  the  amount 
of  reliance  placed  on  the  information. 

According  to  Tillinghast,  data  is  received  electronically  from  SCIF.  These 
data  include  loss  development  histories  and  detail  on  large  claims.  The  loss 
development  histories  ("triangles")  contained  in  Appendices  A  through  C  are  the 
basis  of  the  majority  of  the  Exhibits  in  Tillinghast's  reports.    Tillinghast  reviews  this 
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data  for  reasonableness  to  assess  its  validity  by  comparing  it  to  prior  evaluations. 
Since  loss  development  histories  contain  prior  evaluations  of  loss,  it  is  reasonable 
to  assume  that  if  the  numbers  match  prior  reports,  that  the  data  is  accurate  if  the 
prior  reports  are  accurate.  CACI  compared  the  loss  development  exhibits  in  the 
two  rate  analyses  and  found  no  discrepancies.  Tillinghast  discloses  in  the  Reliances 
section  of  their  reports  that  the  data  and  information  is  relied  upon  without  audit  or 
independent  verification,  but  that  the  information  is  reviewed  for  reasonableness 
and  internal  consistency. 

The  Actuarial  Standards  Board  addresses  standards  of  practice.  Actuarial 
Standard  of  Practice  No.  23,  Data  Quality,  Section  5.3  shown  below  addresses 
this  issue. 

Reliance  on  Data  Supplied  by  Others  -  The  actuary  may  rely  on  data  supplied  by  another.  In  doing 
so,  the  actuary  should  disclose  such  reliance.  The  accuracy  and  comprehensiveness  of  data 
supplied  by  others  are  the  responsibility  of  those  who  supply  the  data.  However,  the  actuary 
should,  when  practicable,  review  the  data  for  reasonableness  and  consistency.  The  nature  and 
extent  of  the  review  should  be  based  on  the  circumstances  of  the  actuarial  assignment. 

When  such  a  review  is  performed: 

a.  The  actuary  should  review  the  data  used  directly  in  the  actuary's  analysis  for  the  purpose  of 
identifying  data  values  that  are  questionable  or  relationships  that  are  materially  inconsistent. 
The  actuary  is  not  expected  to  develop  additional  data  compilations  solely  for  the  purpose 
of  searching  for  questionable  or  inconsistent  data. 

b.  If  the  actuary  has  reason  to  believe  that  the  data  may  contain  material  defects,  the  actuary 
should  determine,  if  possible  and  practicable,  the  nature  and  extent  of  any  checking, 
verification,  or  auditing  that  may  have  been  performed  on  the  data.  Then,  if  in  the 
actuary's  judgment  the  actuary  should  perform  a  more  extensive  review,  this  should  be 
done  if  practicable. 

There  may  be  situations  where  it  is  impossible  or  impracticable  to  perform  a  sufficient  review  of  the 
data.  In  these  instances,  the  actuary  should  disclose  that  the  actuary  has  not  sufficiently  reviewed 
the  data  any  should  disclose  and  resulting  limitation  in  the  use  of  the  actuarial  work  product  (see 
subsection  6.2). 
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Based  on  our  review  of  the  procedures  used  by  Tillinghast  to  assess  the 
validity  of  information  obtained  from  SCIF,  CACI  believes  that  their  procedures  are 
adequate  and  comply  with  actuarial  standards  of  practice. 

DATA  ELEMENTS 

LAD  requested  that  CACI  review  the  data  elements  used  by  Tillinghast  for 
the  ratesetting  process  and  the  estimation  of  claims  liability.  The  major  data 
elements  used  by  Tillinghast  are  ranked  in  the  order  that  erroneous  data  could 
materially  effect  the  rates  and  estimated  claims  liability.  The  potential  impact  on 
the  overall  rate  indications  and  estimated  claims  liability  is  quantified  for  each 
element.  References  to  exhibits  refer  to  Tillinghast's  7/1/98-99  Rate  Level 
Indication  and  the  6/30/98  Reserve  Reports  for  ratesetting  and  estimated  claims 
liability,  respectively. 

RATESETTING 

1 .  Rate  of  return  -  For  each  1  %  increase  in  rate  of  return,  the  indication 
decreases  approximately  2.5%. 

2.  Paid  losses  -  For  each  1  %  increase  of  earned  premium  for  the  92  through  97 
fiscal  years  combined,  the  rate  indication  increases  approximately  0.6%  (i.e. 
if  the  paid  losses  divided  by  earned  premium  for  92-97  increases  1 .0%,  the 
indication  at  the  best  estimate  level  increases  from  -7.3%  to  -6.7%). 

3.  Other  expenses  -  In  Exhibit  3,  Sheet  3,  Tillinghast  selects  an  estimated  ratio 
of  7.3%.  For  each  1%  increase  in  this  estimate,  the  indication  increases 
approximately  1.0%. 

4.  Target  contribution  to  surplus  -  For  each  1  %  increase  in  this  ratio,  the 
indication  increases  approximately  1.0%. 
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5.  Commission  -  In  Exhibit  3,  Sheet  3,  Tillinghast  selects  an  estimated 
commission  of  2.4%.  For  each  1%  increase  in  this  estimate,  the  indication 
increases  approximately  1.0%. 

6.  Experience  rating,  actuary  policy,  financial  statement,  construction,  schedule 
rating,  and  medical  deductible  credits  for  99  (see  Exhibit  8,  Sheet  2b)  -  For 
each  1%  increase  of  manual  premium,  the  indication  increases  1.0%. 

7.  ULAE  -  Tillinghast  selects  a  ratio  of  12%  in  Exhibit  3,  Sheet  2a.  For  each 
1%  increase,  the  indication  increases  approximately  0.8%. 

8.  ALAE  -  Tillinghast  selects  a  ratio  of  2.4%  in  Exhibit  3,  Sheet  1.  For  each 
1%  increase,  the  indication  increases  approximately  0.8%. 

9.  Manual  premium  -  For  each  1%  increase  in  manual  premium  for  the  92 
through  97  years  combined,  the  rate  indication  decreases  approximately 
0.8%. 

10.  Case  reserves  -  For  each  1%  increase  of  case  reserves  divided  by  92-96 
earned  premium,  the  indication  increases  approximately  0.2%. 

1 1 .  Experience  rating,  actuary  policy,  financial  statement,  construction,  schedule 
rating,  and  medical  deductible  credits  for  92  through  98  (see  Exhibit  8,  Sheet 
2b)  -  For  each  1%  increase  of  manual  premium  for  92  through  98  combined, 
the  indication  decreases  0.2%. 

12.  Payroll  -  Since  Tillinghast  uses  a  loss  ratio  instead  of  a  pure  premium 
approach,  erroneous  data  should  not  impact  the  indications  materially.  Of 
course,  if  SCIF  does  not  capture  or  receive  this  information  accurately,  the 
premium  income  will  not  be  calculated  or  collected  properly. 


For  the  rate  by  class,  it  is  important  that  the  losses  are  assigned  to  the 
correct  class  code.  CACI  recommends  that  LAD  review  the  data  for  accuracy, 
especially  the  class  code  0000  or  any  other  artificial  code.  It  is  CACl's  experience 
that  by  reviewing  these  losses,  coding  problems  can  be  readily  identified. 
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ESTIMATED  CLAIMS  LIABILITY 

1.  Rate   of   return   for   indemnity   -    For  each    1%   increase   in   rate   of   return,   the 
indicated  indemnity  reserves  decrease  approximately  5%. 

2.  Rate  of  return  for  medical  -  For  each  1  %  increase  in  rate  of  return,  the  indicated 
medical  reserves  decrease  approximately  4%. 

3.  ULAE  -  Tillinghast  selects  a  ratio  of  12%  in  Exhibit  3,  Sheet  2a.    For  each  1% 
increase,  the  indicated  reserves  increase  about  $2,800,000. 

4.  ALAE  -  Tillinghast  selects  a  ratio  of  3.0%  in  Exhibit  3,  Sheet  1.    For  each  1% 
increase,  the  indicated  reserves  increase  about  $2,800,000. 

5.  Case  reserves  -  For  each  $1    increase  in  case  reserves,  the  indicated  reserves 
increase  approximately  $1.25 

6.  Paid  losses  -  For  each  $1  increase  in  paid  losses,  the  indicated  reserves  increase 
approximately  $0.60. 


ESTIMATED  CLAIMS  LIABILITY  AS  OF  6/30/98 

SCIF  retains  Tillinghast  to  provide  an  estimate  of  the  claims  liability  as  of 
6/30/98.  Tillinghast  uses  generally  accepted  actuarial  techniques  to  estimate  the 
claims  liability  as  of  6/30/98.  Tillinghast  subtracts  paid  losses  from  estimates  of 
ultimate  incurred  losses  to  estimate  the  claims  liability  as  of  6/30/98.  The 
approach  used  by  Tillinghast  to  estimate  ultimate  incurred  losses  is  essentially  the 
same  as  In  the  rate  level  indication  discussed  earlier. 

The  most  significant  change  in  Tillinghast's  approach  from  the  indications  in 
the  7/1/98  Overall  Rate  Analysis  is  the  increase  in  the  medical  "tail"  at  408  months 
to  ultimate  from  1.000  for  both  the  low  and  high  development  factors  to  1.015  for 
the  low  and  1.025  for  the  high.  CACI  believes  this  is  the  major  reason  for  the 
estimated  ultimate  medical  losses  increase  of  $9,700,000  as  shown  on  page  8  of 
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Tillinghast's  6/30/98  report.  If  the  tail  had  remained  at  1 .000,  CACI  believes  it  is 
quite  possible  that  the  estimated  ultimate  medical  losses  would  not  have  increased. 

It  is  difficult  to  estimate  development  beyond  408  months  since  there  is  no 
experience  for  SCIF  on  which  to  rely.  Based  on  a  conversation  with  Tillinghast,  it  is 
CACI's  understanding  that  Tillinghast  increased  the  tail  based  on  SCIF  claims 
reopening  for  medical  payments  and  experience  of  similar  funds.  CACI  reviewed 
the  ratio  of  reported  losses  to  paid  losses  for  the  7/1/64-65  through  7/1/73-74 
periods  and  believes  that  the  increase  in  the  tail  is  reasonable. 

Some  other  changes  made  by  Tillinghast  since  the  7/1/98  Rate  Analysis  are 

summarized  below. 

•  Tillinghast  incorporated  a  cost  of  living  adjustment  (COLA)  in  the  adjusted  case 
reserve  method.  This  COLA  tends  to  increase  the  projected  losses  for  this 
method  about  2.5%  overall.  The  adoption  of  the  COLA  is  a  refinement  to  this 
method.  However,  since  this  method  is  not  heavily  relied  upon  for  the  selection 
of  ultimate  incurred  losses,  this  change  has  a  minimal  impact  on  the  reserve 
estimate. 


• 


• 


Tillinghast  decreased  the  number  of  claims  expected  to  convert  from  TTD  for 
the  adjusted  case  reserve  method.  This  adjustment  decreases  the  estimated 
ultimate  incurred  losses  for  this  method.  However,  similar  to  above,  this 
method  has  little  impact  on  the  reserve  estimate. 

Tillinghast  increased  the  medical  severity  trend.  This  trend  is  incorporated  into 
the  frequency/severity  index  method.  The  increase  in  the  trend  does  not 
increase  the  estimated  ultimate  incurred  losses  in  total  materially,  but  changes 
the  estimates  between  periods.  The  change  tends  to  decrease  estimates  for 
older  periods  and  increase  estimates  for  more  recent  periods. 

Tillinghast  decreased  the  indemnity  severity  trend.  Similar  to  above,  the  trend  is 
incorporated  into  the  frequency/severity  index  method  and  does  not  change  the 
estimated  ultimate  incurred  losses  in  total  materially.  This  change  tends  to 
increase  estimates  for  older  periods  and  decrease  estimates  for  more  recent 
periods. 
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In  summary,  CACI  believes  the  data,  formulas,  and  methodology  employed 
as  well  as  the  amount  estimated  by  Tillinghast  to  estimate  SCIF's  reserves  as  of 
6/30/98  are  reasonable. 
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QUALIFICATIONS  AND  LIMITATIONS 

The  accuracy  and   reliability  of  the  findings  contained   in  this  report  depend 
upon: 


The      actuarial       assumptions,       quantitative      analysis,       and 
professional  judgment  expressed  in  this  report; 

The  completeness  and  accuracy  of  data  provided  by  SCIF;  LAD; 
Tillinghast;  Ernst  &  Young;  and  Western  Actuarial  Services;  and 

The   reliability  of  loss  experience  to  serve  as   an   indicator  of 
future  losses. 
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CONSULTATION 

It  is  important  to  recognize  that  the  professional  opinion  given  in  this  report  is 
based  on  the  judgment  and  experience  of  CACI,  and  an  analysis  by  another  actuary 
will  not  necessarily  arrive  at  the  same  conclusion.  In  the  event  that  there  is  any  need 
to  consult  with  another  actuary  on  the  opinions  or  estimates  contained  in  this  report, 
both  actuaries  should  make  themselves  available  for  supplemental  advice  and 
consultation. 
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Appendix  A 

STA  TE  COMPENSA  TION  INSURANCE  FUND 

INVESTMENT  INCOME  ALLOCATION  AS  OF  6/30/98 


Accounting  Period 


Policy  Period'ltem         7  190-91        7  19:-92        7  1   92-93       7,.1,'93-94       7'1'94-95        7  1/95-96        7/1   96-97        7  1/97-98 


Total 

Investment 

Income 


7  1,90-91 

Beg.  Balance  0  84,296  60,611  43,151  34,212  29,043  26,831  25,965 

Premium  102,454 

Operating  Expenses  5,290 

Funds  Available 

Losses  Paid 

Ending  Balance 

Avg  Balance 

Alloc.  Inv.  Income" 

Balance  84,296  60,611  43,151  34,212  29,043  26,831  25,965  25,141 


97,164 

84,296 

60,611 

43,151 

34,212 

29,043 

26,831 

25,965 

16,547 

27,262 

19,921 

10,640 

6,983 

4,104 

2,593 

2,679 

80,617 

57,034 

40,690 

32,511 

27,229 

24.939 

24,238 

23,286 

40,309 

70,665 

50,651 

37,831 

30,721 

26,991 

25,535 

24,626 

3,679 

3,577 

2,451 

1,701 

1,814 

1,892 

1,727 

1,855 

18,706 


7/1/91-92 
Beg.  Balance 
Premium 

Operating  Expenses 
Funds  Available 
Losses  Paid 
Ending  Balance 
Avg  Balance 
Alloc.  Inv.  Income* 
Balance 


0 

126,765 

6,S14 


102,299 


102,299 


76,347 


61,050 


55,181 


53,743 


76,347 


61,050 


55,181 


53,743 


53,966 


53,966 


119,951 

102,299 

76,347 

61,050 

55,181 

53,743 

53,965 

20,178 

30,190 

18,319 

9,202 

5,127 

3,300 

2,879 

99,773 

72,109 

58,028 

51,848 

50,054 

50,443 

51,087 

49,887 

87,204 

67,188 

56,449 

52,618 

52,093 

52,527 

2,526 

4,238 

3,022 

3,333 

3,689 

3,523 

3,957 

55,044 


24,288 


7/1/92-93 
Beg.  Balance 
Premium 

Operating  Expenses 
Funds  Available 
Losses  Paid 
Ending  Balance 
Avg  Balance 
Alloc.  Inv.  Income* 
Balance 


0 

147,045 

125,113 

115,559 

169,993 

8,198 

147,045 


114,483 


125,113 


115,559 


114,483 


1  17,500 


1  17,500 


161,795 

147,045 

125,113 

115,559 

1  14,483 

117,500 

18,238 

27,917 

16,455 

8,867 

4,570 

3,825 

143,557 

119,128 

108,658 

106,692 

109,913 

113,675 

71,779 

133,087 

116,886 

111,126 

1  12,198 

115.588 

3,488 

5,985 

6,901 

7,791 

7,587 

8,708 

122,383 


40,460 


7/1/93-94 
Beg.  Balance 
Premium 

Operating  Expenses 
Funds  Available 
Losses  Paid 
Ending  Balance 
Avg  Balance 
Alloc.  Inv.  Income" 
Balance 


0 

157,375 

138,629 

132,737 

134,943 

181,944 

9,408 

172,536 

157,375 

138,629 

132,737 

134,943 

18,622 

27,234 

15,082 

6,549 

4,555 

153,914 

130,141 

123,547 

126,188 

130,388 

76,957 

143,758 

131,088 

129,463 

132,666 

3,461 

8,488 

9,190 

8,755 

9,994 

157,375 

138,629 

132,737 

134,943 

140,382 

39,888 
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Appendix  A  (Continued) 

STA  TE  COMPENSA  TION  INSURANCE  FUND 

INVESTMENT  INCOME  ALLOCATION  AS  OF  6/30/98 


Policy  Period/Item 


Accounting  Period 


7  1  90-91        7,1/91-92       7,1/92-93       7/1/93-94       7,1/94-95       7,1,95-96       7/1/96-97       7/1'97-98 


Total 

Investment 

Income 


7/1/94-95 
Beg.  Balance 
Premium 

Operating  Expenses 
Funds  Available 
Losses  Paid 
Ending  Balance 
Avg  Balance 
Alloc.  Inv.  Income" 
Balance 


0 
153,712 

11,681 


142,031 
17,950 


124,081 

62.041 

3,662 


127,743 


127,743 


113,879 


127,743 
22,047 


1  13,879 
11,604 


105,696 

116,720 

8,183 


102,275 

108,077 

7,309 


113,879 


109,584 


109.584 


109,584 
6,558 


103,026 

106,305 

8,008 


1  11,034 


27,162 


7,1/95-96 
Beg.  Balance 
Premium 

Operating  Expenses 
Funds  Available 
Losses  Paid 
Ending  Balance 
Avg  Balance 
Alloc.  Inv.  Income" 
Balance 


0 

85,561 

73.883 

114,978 

16,633 

98,345 

85,561 

73,883 

15,682 

16,893 

9,315 

82,663 

68,668 

64,568 

41,332 

77,115 

69,226 

2,898 

5,215 

5,215 

13.328 


85,561 


73,883 


69,783 


7/1/96-97 
Beg.  Balance 
Premium 

Operating  Expenses 
Funds  Available 
Losses  Paid 
Ending  Balance 
Avg  Balance 
Alloc.  Inv.  Income" 
Balance 


0 

66,691 

88,488 

11,707 

76,781 

66,691 

12,270 

15,461 

64.511 

51,230 

32,256 

58,961 

2,180 

4,442 

6,622 


66,691 


55,672 


7/1/97-98 
Beg.  Balance 
Premium 

Operating  Expenses 
Funds  Available 
Losses  Paid 
Ending  Balance 
Avg  Balance 
Alloc.  Inv.  Income' 
Balance 

Total  Inv.  Income! 


0 
76,733 
13,356 
63,377 
12,551 
50,826 
25,413 
1.914 
52,740 


1,914 


3,679 


6,103 


10,187 


14.169 


24.198 


33,643 


36.296 


44.093      $     172.368 


•      Equal  to  total  investment  income  for  the  accounting  period  allocated  to  the  period  based  on  the 
ratio  of  the  average  balance  during  period  to  the  total  average  balance  during  period. 
Septerrfbe^.s  1d96ed  on  the  prior  audited  and  the  unauditOT  6/30/98  financial  statements. 
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MONTANA 


Customer  Se.'v:ce  i  ■800-332-61 02 or  406-':44.6500  Carl  W.  Swanson.  President 

September  11,  1998 

Mr.  Scott  Seacat,  Legislative  Auditor 

Legislative  Audit  Division 

PO  Box  201705 

Helena.  Montana  59620-1705 

Dear  Scott: 

Enclosed  is  our  response  to  the  actuarial  report  presented  by  Casualty  Actuarial 
Consultants  Inc.  (CACI)  on  the  adequacy  and  fairness  of  FY98  and  FY99  rates  and  the  adequacy 
of  reserves  as  of  6/30/97  and  6/30/98. 

CACI  concludes  that  the  State  Fund's  rates  and  reserves  are  reasonable  and  are  not 
excessive  nor  inadequate.  CACI  also  concludes  that  the  State  Fund's  class  rating  process  is  in 
compliance  with  applicable  administrative  rules,  follows  generally  accepted  actuarial  principles, 
and  produces  rates  that  are  not  unfairly  discriminatory.    However,  CACI  concludes  that  two 
features  of  the  State  Fund  class  rating  process  may  be  unfairly  discriminatory.  Although 
characterized  by  CACI  as  minor  issues,  we  respectfully  disagree  with  CACl's  conclusions  on 
these  two  issues. 

Variable  Loss  Limit 

CACI  concludes  that  the  use  of  a  variable  loss  limit  causes  inadequate  rates  for  low 
credibility  classes.  However,  CACl's  theoretical  analysis  assumes  that  the  catastrophic  losses 
which  occur  among  low  credibility  codes  represent  a  reliable  prediction  of  the  distribution  of 
future  catastrophic  losses  by  class  code  ~  which,  by  definition  and  result,  they  are  not. 

The  variable  loss  limit  was  applied  with  the  concurrence  of  our  consulting  actuary  as  a 
procedurally  sound  means  to  limit  unjustifiably  high  rate  indications  at  low  credibility  where 
there  is  insufficient  basis  for  State  Fund  rates  to  significantly  vary  from  NCCI  loss-costs.    The 
results  of  our  ratemaking  process  strongly  suggest  that  the  use  of  a  variable  loss  limit,  rather  than 
causing  inadequate  rates  for  lower  credibility  codes,  actually  served  to  mitigate  excessive  rates 
for  these  codes.  CACI  acknowledges  that  the  variable  loss  limit  mitigated  excessive  rates  among 
low  credibility  codes  but  concludes  that  it  is  insufficiently  effective  in  this  regard.  We  find  that 
the  two  positions  taken  by  CACI,  first  that  rates  for  the  affected  classes  are  inadequate  and 
second  that  rates  for  these  same  classes  continue  to  be  excessive,  are  contradictory. 

For  the  purpose  of  mitigating  excessive  rates  among  low  credibility  codes  which 
experience  catastrophic  losses,  CACI  suggests  that  the  problem  is  more  adequately  handled 
through  adjustment  of  experience  year  weights,  the  stabilization  factor,  and  swing  limits.  We  do 
not  agree  with  CACl's  recommendation  since  doing  so  would  have  highly  adverse  implications 

Our  Mission  is  to  be  Montana's  Insurance  Carrier  of  Choice  and  Industry  Leader  in  Service. 
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for  the  appropriateness  of  rates  on  all  other  classes.  The  State  Fund's  consulting  actuary  has 
advised  that  the  variable  loss  limit  is  not  unfairly  discriminatory. 

Aviation  Multiplier 

CACI  concludes  that  the  aviation  multiplier  applied  for  FY98  rates  is  unfairly 
discriminatory  because:  1)  the  multiplier  is  applied  to  each  aviation  code  regardless  of  the  size 
aircraft  each  risk  may  employ;  and  2)  that  the  multiplier  is  solely  dependent  on  State  Fund 
experience  in  aviation  classes  and  is  therefore  subject  to  variable  results. 

With  respect  to  the  first  point,  we  believe  that  CACFs  conclusion  is  incorrect.  The  effect 
of  the  rate  multiplier  is  properly  correlated  to  the  risk  exposure  of  each  insured  by  virtue  of  the 
amount  of  payroll  reported.  The  more  employees  at  risk  of  an  aviation  disaster,  the  more  pa>Toll 
is  reported  with  a  commensurate  increase  in  premium.    With  respect  to  the  second  point,  we 
believe  that  CACI  has  incorrectly  characterized  the  implications  for  the  class  rating  process.  The 
fact  that  the  multiplier  is  solely  dependent  on  State  Fund  experience  and  is  therefore  subject  to 
variable  results  represents  actuarial  uncertainty,  not  unfair  discriminatory  effect.  As  the  State 
Fund  has  lost  market  share,  we  have  already  concluded  that  we  no  longer  have  sufficient  payroll 
exposure  in  aviation  codes  in  order  to  reliably  estimate  this  parameter.  For  this  reason,  use  of  the 
aviation  multiplier  was  discontinued  for  FY99  rates.  The  State  Fund's  consulting  actuary  has 
advised  that  the  aviation  multiplier  is  not  unfairly  discriminatory. 


The  State  Fund  maintains  a  strong  commitment  to  its  policyholders  and  invests 
considerable  resources  into  assuring  the  premium  rates  paid  by  our  customers  are  fair  and  are 
neither  excessive  nor  inadequate.  We  work  very  closely  with  our  consulting  actuary  on  the  rate 
and  reserve  setting  process  to  ensure  that  each  business  insured  by  the  State  Fund  is  assessed  a 
premium  rate  that  is  commensurate  with  the  exposure  presented  for  that  account.  I  appreciate  the 
work  performed  by  your  office  and  the  primary  findings  that  State  Fund  rates  and  reserves  are 
appropriate. 

However,  after  considering  the  views  presented  by  CACI  on  the  two  minor  findings 
discussed  in  their  report  and  the  input  received  from  our  consulting  actuary,  we  do  not  concur 
with  CACI's  findings  on  these  two  issues. 
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Sincerely, 


Carl  Swanson 
President/CEO 
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